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MVEMORANDUM OPI NI ON

DEAN, Special Trial Judge: This case was heard pursuant to

t he provisions of section 7443A and Rul es 180, 181, and 182.1
Respondent determ ned a deficiency in petitioners' 1992

Federal incone tax in the anmount of $6,288, plus an addition to

IAIl section references are to the Internal Revenue Code in
effect for the year in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure.



tax under section 6654 in the amount of $217 and an accuracy-
rel ated penalty under section 6662(b)(1) in the anount of $130.

After concessions by both parties,? the issues for decision
are: (1) Wiether certain corporate distributions to WIIliam
Kat saros constitute | oans, or conpensation for services; and (2)
whet her petitioners are liable for an accuracy-rel ated penalty
under section 6662.

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by reference. At the tinme the petition was
filed, petitioners resided in Santa Rosa, California.
Petitioners are husband and wife. References to petitioner are
to WIIliam Kat sar os.

Backgr ound

In 1991, petitioner and his father acquired an escrow
conpany in Hawaii called Hawaii Island Escrow, Inc. (H El).
Petitioner's father contributed nost of the capital for the
acquisition of H El and took 90 percent of the stock in the
corporation. Petitioner received 10 percent of the stock of H E

and was naned president of the corporation. Although petitioner

2Petitioners concede they had additional rental income in
t he amount of $2,363 and i ncone from a cosnetol ogy business in
t he amount of $1,033 and owe sel f-enpl oynent tax on the
cosnetol ogy i ncone. Respondent concedes petitioners are not
liable for the estimated tax penalty in the amount of $217, and
that petitioners are not liable for the $2,119 in FICA tax
determined in the notice of deficiency.
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had been living and working in California, the decision was nmade
for himto relocate to Hawaii to operate the business.

The corporation failed to thrive, and petitioner agreed to
forgo his formal nonthly salary until the financial status of the
corporation inproved. H E made $16,750 in "loan" paynents to
petitioner, however, from January through May 1992 to cover his
living expenses while his salary was suspended. HI El continued
to suffer financial hardship, and the corporation was term nated
on May 18, 1992. The corporation distributed an additi onal
$10,950 to petitioner between May 18 and Septenber 7, 1992, the
day petitioner left Hawaii and returned to California.

Petitioners contend the paynents fromH El are tax-free |oan
proceeds, and therefore they did not include the $27,700 in
i ncone. Respondent reclassified the paynents as inconme and
adj usted petitioners' taxable incone to include the $27, 700 as
nmoney received as conpensation for services.

Di scussi on

For petitioners to exclude the anmounts received fromH El as
| oans, they must prove that at the tine of each distribution,
petitioner unconditionally intended to repay the anmounts
received, and HI El unconditionally intended to require repaynent.

Rul e 142(a); Haag v. Conm ssioner, 88 T.C. 604, 616 (1987). |If,

however, the parties actually intended the distributions to

conpensate petitioner for his services, as respondent contends,



the paynments will be includable in inconme under section 61(a)(1).

Paula Constr. Co. v. Conm ssioner, 58 T.C 1055, 1059 (1972),

affd. without published opinion 474 F.2d 1345 (5th Cr. 1973).

Because petitioner is a shareholder of HElI, it is also
possi bl e that the distributions mght be considered to be
constructive dividends. Constructive dividends can be identified
when val ue passes fromthe corporation to the sharehol der w thout
t he sharehol der's giving sonething of substantially equival ent

value in return. United States v. Smth, 418 F.2d 589, 593 (5th

Cr. 1969). Neither party alleges the distributions are
constructive dividends, and we find that the record does not

support such a finding. See Aternman Foods, Inc. v. United

States, 505 F.2d 873, 875 (5th Cr. 1974). W therefore limt
our analysis to whether there was the requisite intent for the
paynments to constitute conpensation for services, or whether, as
petitioners contend, the distributions were bona fide |oans.

W note that we have al ways exam ned transacti ons between
closely held corporations and their sharehol ders with speci al

scrutiny. Electric & Neon, Inc. v. Conmm ssioner, 56 T.C 1324,

1339 (1971), affd. w thout published opinion sub nom Jimnez v.

Commi ssioner, 496 F.2d 876 (5th Gr. 1974). As previously

stated, in deciding whether the paynents were di sgui sed
conpensation for services, we look to the intent of the parties.

Paul a Constr. Co. v. Conmi ssioner, supra at 1059. Wet her such




i ntent has been denonstrated is a factual question to be decided
on the basis of the particular facts and circunstances of the

case. Id.; Electric & Neon, Inc. v. Comm Sssioner, supra at 1340.

Bef ore Novenber 1, 1991, petitioner was entitled to a
monthly salary fromHElI. According to petitioner, in |lieu of
this salary, the corporation agreed to provide himwth enough
money to cover his living expenses. From January to May 1992,
the corporation distributed on average approxi mately $3, 350 per
month to petitioner. From May to Septenber 1992, the corporation
di stributed approxi mtely $2,738 per nonth to petitioner.

Wi | e receiving these paynents, petitioner continued to
performthe sane professional services for the corporation as he
had before Novenber 1, 1991. Petitioner used the noney to
sustain hinself and his famly until the corporation recovered
financially. |If ever the corporation reached stable financial
ground, petitioner testified that he expected HEl to fulfill its
salary obligation to himand coll ect repaynent of the "l oans".

Petitioner knew, however, that H El was financially
insecure. 1In fact, the corporation was insolvent at the tinme the
di stributions were made. Sone of the distributions, $10, 950,
were made after the corporation had termnated its operations.

It seens apparent, therefore, that whether H El woul d ever regain
financial stability sufficient to resune paying petitioner's

sal ary was questionable at best. Thus, when the distributions
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were made, petitioner was aware that he m ght never receive
addi tional paynent fromH El for his services in excess of the
"l oan" paynents.

Petitioners submtted a purported copy of HHEI's m nutes
froma corporate neeting stated to have been held in Cctober
1991. Petitioners also submtted a letter fromHEl's treasurer,
Thomas A. Rohde, and a copy of the prom ssory note allegedly
executed by petitioner. These three docunents were submtted by
petitioners to support their contention that the distributions
were | oans.

We decline to admt the letter fromHElI'Ss corporate
treasurer into evidence on the basis of hearsay. Fed. R Evid.
801(c). We do, however, admt the promssory note but find that
it carries little or no weight. The note was executed after the
cl ose of the taxable year 1992 and offers little as far as
denonstrating petitioner's intent at the tine the distributions
wer e nmade.

As for the corporate mnutes, even if we were to admt the
docunent under the business record hearsay exception found in
rule 803(6) of the Federal Rules of Evidence, we do not find that
the docunent is helpful to petitioners' case. The m nutes
reflect that petitioner agreed to forgo his nonthly sal ary of
$4,000. Wiile the distributions did not exactly match the amount

of his salary forgone, we note that petitioner's nonthly sal ary



of $4,000 is the pretax value. After the incone tax is deducted,
t he $4, 000 woul d be reduced and woul d cone closer to matching the
di stributions received by petitioner and treated as tax-free | oan
proceeds. Furthernore, the mnutes are not dated and are not
signed by petitioner, who clains he prepared the m nutes after
the neeting. Rather, the mnutes allegedly contain the signature
of his father (who did not appear at trial), who bears the sane
name as petitioner. Thus, even if we were to admt the docunent,
we would give it little weight. Accordingly, we find that the
$27,700 in distributions is includable in petitioners' incone
under section 61(a)(1) as conpensation for services.

We also find that petitioners are liable for the accuracy-
related penalty under section 6662(b)(1) as stated in the notice
of deficiency. Petitioners did not produce any evidence
regarding the penalty, and the record does not indicate that the
penal ty has been conceded by respondent.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




